, and interest relating to tax-exempt income ( § § 264-65 619, § 133, 56 Stat. 830, which permits public utilities to deduct dividend payments on preferred stock issued prior to October 1, 1942.
3. The wartime revenue measure imposed a tax on corporate "excess profits," with an "excess profits credit" (an amount of income not subject to this tax) for a specified return on "invested capital." Revenue Act of 1918, ch. 18, § § 300-28, 40 Stat. 1057. As borrowed money was excluded from the definition of invested capital, Congress thought it was "only fair" that interest on corporate indebtedness be fully deductible. H.R. REP. No. 767, 65th Cong., 2d Sess. 12-13 (1918) ; Revenue Act of 1918, ch. 18, § 234(a)(2), 40 Stat. 1077.
4. An interest deduction for corporations was allowed when corporate income was taxed briefly in 1894, Act of Aug. 27, 1894, ch. 349, § 32, 28 Stat. 556 ; but that levy, along with the individual income tax, was ruled unconstitutional in Pollock v. Farmers' Loan & Trust Co., 158 U.S. 601 (1895). The Corporate Excise Tax of 1909, which introduced the 20th century tax on corporate income, permitted deduction of interest only on an amount of indebtedness equal to a corporation's capital stock. Act of. Aug. 5, 1909, ch. 6, § 38(2e), 36 Stat. 113. When the individual income tax was enacted in 1913, a process of increasing interest deductibility for corporations was begun, though no reason was given for the change. But see Hearings on H.R. 3321 Before the Senate Comm. on Finance, 63d Cong., 1st Sess. 2058 Sess. -61 (1913 (brief by Walker D. Hines); id. at 2078 (brief by J.T. Clark). Interest could now be deducted on indebtedness equal to one half the sum of outstanding stock and debt. Act of Oct. 3, 1913, ch. 16, § II G (b) , 38 Stat. 172-73. The limitation was held constitutional. Tyee Realty Co. v. Anderson, 240 U.S. 115, 118 (1916) .
The Revenue Act of 1916, ch. 463, § 12(3d) , 39 Stat. 768, permitted a deduction for interest on debt equal to the sum of the total paid-up stock and one half of the outstanding interest-bearing indebtedness. The 1913 limitation was criticized both in the 1916 hearings and on the floor of the House because of the confusion it generated, 53 CONG. REC. 10656 (1916) analysis. What elements constitute a corporation for the purposes of taxation? Implicit in the answer one gives to that question is a decision as to whether interest payments should be deducted from corporate income."
Four obvious models of the corporate entity present themselves, each representing an increasingly narrowed view of corporate composition. First, the corporate entity might be identified as the aggregation of all parties (management, workers, suppliers of materials and services, suppliers of capital, and so forth) participating in the productive enterprise. Taxable corporate income would be defined as the receipts of that aggregation, with no deductions for payments to its members. Second, the corporate entity for tax purposes could be identified as the assemblage represented by corporate capital, with income defined as above, minus payments to managers, workers, and suppliers of materials and services, but payments for corporate capital would not be deductible. Third, the entity might be associated solely with the residual capital or equity of the corporation, so corporate income would be defined as in the second example, but with a deduction for the cost of debt capital. Finally, the corporate entity might be identified as what remains after payments to all participants in the enterprise. In this case, payments for equity capital would also be deductible, so the tax would be levied only on the year's undistributed earnings.
Traditional discussion of corporate structure and function implicitly adopts the third definition, thereby excluding debt capital from the corporate entity and including only residual capital or equity in the definition. Such discussion typically identifies the corporation with shareholders' equity on the grounds of proprietorship: Just as a sole proprietor owns his business, so it is said that stockholders own their corporations.' 2 Yet the division of ownership rights in the corporate context is now so complex as to require rejection of the simplistic notion that stockholders can be considered "the owners" of the corporation.' 3 Stockholders in large public corporations certainly cannot exercise ownership rights over corporate assets in the same way they can exercise control or dominion over personal assets or over the assets of business proprietorships they may also own.' 4 Shareholdermanagers of closely held corporations may operate more like partners, a possibility the Internal Revenue Code explicitly recognizes,'i but the source of their right to so operate lies as much in their managerial as their stockholder status. Corporate law assigns control of the daily operation of the business to the board of directors, not the shareholders. 16 In some respects, such as the right to dispose of particular corporate assets, shareholders may actually possess fewer ownership rights vis-it-vis the corporation than do secured debtholders.1 7
In short, ownership rights are divided among management and investment interests in the modem corporation. 1 8 Management controls the daily operation of the enterprise, while investors retain an interest in the earnings of corporate assets. Shareholders typically have a residual but junior interest in those earnings, while debtholders generally have a senior but limited interest. In addition, shareholders usually possess the right to elect the board of directors; this right may or may not give them effective control over the operations of management.' 9 The possibility of insolvency reorganization also gives debtholders at least a contingent voting interest. 2 0 This division of proprietorship rights among shareholders, debtholders, and management renders the simple equation of shareholder interests and the property rights of a sole proprietor less than compelling.
More significantly, even if one were convinced that shareholders are, in some meaningful sense, the proprietors of the contemporary corporation, the relevance of that assertion to the definition of the corporate entity appropriate for taxation is far from clear. National tax policy choices cannot be preempted by the rather metaphysical conclusion that the "true nature" of the corporation is thus revealed. Nor is the assertion convincing that because income from assets owned by individuals is taxed to those individuals, so income from corporate assets should be considered the residual accruing to shareholders as the ultimate owners of the assets. That analogy begs the question.
Income from individually owned assets is taxed to the owners because the taxable unit is initially defined as the individual. Property law concepts of ownership define what belongs to each unit, but do not determine this initial designation of the taxable unit. Similarly, viewing shareholders as corporate proprietors produces property law concepts which might illuminate what belongs to the shareholders once they were selected as the appropriate unit for taxation. Such concepts do not, however, aid in that preliminary selection process.
To recapitulate, exclusion of debtholders from the corporate family 2 ' has traditionally been defended on the basis of property law concepts of ownership. The application of those concepts to the modern corporation is at least problematic; even if accepted as a matter of fact, the ownership proposition nonetheless fails to satisfy in our context because of its essential irrelevance to the definition of the taxable unit. A more appropriate line of inquiry examines the implicit definitions of the corporate entity that arise from various concepts of corporate income to see if they explain why interest should be deducted from corporate income, while no deduction is permitted for dividends.
II. Is There a Conceptual Mandate for Retaining the Deduction?

A. Concepts of Corporate Income
The concept of net income is sometimes offered in justification of the corporate interest deduction. According to this argument, interest payments are as much expenses of producing income as are rent, wages, and the cost of supplies or productive assets; thus denying deductibility would make the tax pro tanto a levy on gross income. 22 Dividends, on the other hand, are seen as a division of the profits of the enterprise, and not an expense of doing business. 23 This distinction is sometimes supported by an analogy between corporate and noncorporate business enterprises. 4 The analogy is tempting but treacherous. REv. 595, 598 (1973) . 24. Goldstein, supra note 7, at 1-2.
rows capital from a bank or insurance company, his interest payments are admittedly as much a business expense as are payments for wages or rent; one might think a corporate enterprise that borrows capital should be treated no differently. This position, however, starts from the assumption that shareholder equity is the appropriate entity for corporate taxation; it implicitly adopts the third model of the corporate entity. Before accepting this model, surely one should ask whether the differences between natural persons and corporations call for different tax treatment of the two. One such difference illustrates and previews the problem. While it is meaningful to distinguish between capital owned by an individual and capital which he borrows, that dichotomy fails to make sense in the case of a corporation since all corporate capital, whether equity or debt, involves an obligation on the part of the corporation to someone else, whether shareholder or debtholder. Payments by an individual for money borrowed to earn money reduce accretion to the individual's own wealth and are therefore deducted from the individual's gross income while the earnings of capital are included.
2 5 On the other hand, since all the assets owned by a corporation are necessarily financed by capital contributed by someone other than the corporation, there is no corporate correlative to an individual's own wealth. Even the year's undistributed earnings represent an increase in shareholder equity. Accordingly, the deductibility of interest by individuals does not provide a rationale for such deductions by corporations. Stripped of analogies and assumptions which prejudice the answer, the pertinent policy question is: Do concepts of corporate income mandate inclusion in the corporate tax base of payments to corporate investors with an unlimited but residual interest in corporate earnings, but exclusion of payments to investors with a limited but prior interest? Three concepts of corporate income will be examined in search of an answer: increment in value, accounting income, and income as product.
Corporate Income as Increment in Value
Recent American discussion of the appropriate base for income taxation 26 has almost uniformly taken as its reference point the Haig- Simons definition of income:
Personal income may be defined as the algebraic sum of (1) the market value of rights exercised in consumption and (2) the change in the value of the store of property rights between the beginning and end of the period in question. In other words, it is merely the result obtained by adding consumption during the period to "wealth" at the end of the period and then subtracting "wealth" at the beginning. The sine qua non of income is gain, as our courts have recognized in their more lucid moments-and gain to someone during a specified time interval. Moreover, this gain may be measured and defined most easily by positing a dual objective or purpose, consumption and accumulation, each of which may be estimated in a common unit by appeal to market prices.
27
Although Simons' famous formulation clearly referred to personal income, the definition has sometimes been regarded as neutral with regard to the taxable unit. 28 Presumably, a corporation, as well as a natural person, might therefore have income in the Haig-Simons sense.
What are consumption and accumulation for a corporate entity? Whether consumption is defined as the "use of wealth for personal gratification (final as distinct from instrumental use)" 29 or, more generally, as the destruction of economic resources, 3 0 it is difficult to comprehend how a corporation can ever consume anything. A corporation clearly cannot enjoy a glass of beer, destroying its utility for future production. Just as obviously, the diversion of corporate funds from production to support a symphony or art gallery may simply be a form of advertising done to build corporate goodwill. When such diversions are made to bring pleasure to corporate managers, employees or investors, without regard to corporate goodwill, it is the income of the HARv. L. REV. 309 (1972) . Recent discussion of "tax expenditures" (tax benefits which are said to be the equivalent of budgetary expenditures because they are not necessary to define income) often depends on the Haig-Simons definition to provide a model of what income is, so that deviation from the ideal can be identified. See id. at 309 n.l. managers, employees or investors which is increased in the HaigSimons sense. The corporation's position is the same as if it had made salary or dividend payments to its managers or investors who then purchased directly whatever benefits were derived from the symphony or art gallery.
Only if a corporation made payments to an art gallery (or anyone else) neither to build corporate goodwill nor to benefit any group related to the corporation might the payment be considered consumption as a wasting of economic resources. A wage earner who, for whatever reason, destroyed half his weekly wages would still include the full amount in gross income. Is this not equivalent to a corporation which engaged in inefficient or wasteful activities? To put the question that way is to make evident the incongruity of the consumption concept in this context. Waste and inefficiency in profit-making activity are usually thought to result in less income rather than more. Corporations are organized to produce, not to destroy.
If the incongruity of the consumption concept in the corporate context is not surprising given the production role of corporations, the notion of accumulation seems at first to accord with corporate enterprise. Some corporations do grow in assets and financial power, a phenomenon which appears to be a correlative of individual aggregation of wealth. The resemblance disappears, however, on examination: For any capital accumulated by a corporation, there necessarily arises a series of obligations running from the corporation to its investors. It is therefore just as misleading to say a corporation accumulates wealth as it is to say a business proprietorship accumulates wealth. In both cases wealth is accumulated by the investors-debtholders and shareholders in the case of a corporation.
Only if we are thus prepared to define corporate income as income to corporate investors, qua corporate investors, does the Haig-Simons definition provide a workable formula: the algebraic sum of (1) distributions to investors minus advances from investors, and (2) the value of their investment at the end of the period minus its value at the beginning. 31 This definition reduces to the increment in the value of the investors' interest, adjusted for capital additions or distributions. In other words, it is the investors' accumulation and consumption which is measured, since those concepts are without operational significance for a corporation as distinct from its investors. While the concept of the maintenance of capital is a useful tool for economic analysis, see generally Break, supra note 29, it adds little to the Haig-Simons formulation for tax purposes. Where the two definitions differ, the former results in a purely hypothetical figure. If applied as of the beginning of the accounting period, the Hicks definition inchides a hypothetical minuend: the excess of the capital value the enterprise (or just the shareholder's equity) was expected to have at the end of the period over its capital value at the beginning, adjusted for capital additions and distributions. See N. KALDOR 34. Even assuming that the relevant increment in value accrues to the corporate enterprise generally, and not solely to shareholder equity, there is a final argument that some interest should be excluded from the ideal corporate tax base. Plumb, supra note 7, at 627-28. The cost of capital can be conceptualized as the sum of (1) the cost of using assets in a riskless enterprise, ie., what it is worth to have something now
Accounting Income
Financial reporting has never adopted periodic valuation as the means of determining income. 35 Instead, accountancy has taken the familiar matching approach used in the statutory definition of taxable income, measuring income as the excess of revenues over costs for a particular period. There is, however, a superficial parallel between accounting income and the notion of income as increment in value: Accounting income, minus distributions to investors or owners, is the increase in net worth as revealed by a comparison of the figure in the balance sheet designed to reflect net worth at the end of the accounting period with that figure at the beginning of the period. 36 Nevertheless, the parallel is misleading because the two concepts define corporate income quite differently. The realization criterion of accounting requires that historical, rather than current, costs be used in the reckoning. Gains due to changes in expectations, as well as expected gains, are not included in accounting income until they are realized; 37 under the Haig-Simons definition of income unrealized gains would be included immediately. Since an accounting is necessarily made to some person or group, a point of view is always implicit in financial reporting. Not unlike the concept of increment described in the last section, accounting income or profit originally meant the addition to a proprietor's net worth which derived from the operation of a business. 3 9 While that concept of income worked tolerably well in accounting for sole proprietorships and partnerships, the rise of the great corporations made measurement of corporate income for individual investors an impossible task because of the number and transience of investors in a single corporation. Thus the "entity" theory of accounting, in which the earnings instead of in the future, plus (2) a premium for the risk entailed. V. BRUDNEY & M. CHIRELSTEIN, supra note 17, at 63-65. Since even a riskless enterprise would necessarily incur the time preference component of the cost of capital in order to effect production, it might be concluded that payments for time preference reduce increment as much as payments for real, as opposed to financial, assets or services. That argument is, of course, inapposite with regard to the existing corporate income tax since the cost of equity capital also includes a payment for the riskless use of capital, but no deduction is permitted for any part of dividends paid. Moreover, interest on debt cannot be regarded as the rough equivalent of the cost of using assets in a riskless enterprise nor dividends on equity as the rough equivalent of a risk premium since equity instruments can be purchased independently of debt instruments. Thus, the return on equity instruments must include a pure time component as well as a risk premium. of the corporation are measured and reported quite apart from investors' income, gradually replaced the proprietorship theory. 40 Like the federal income tax system, accounting for financial reports early conceived of corporate income as a distinct and identifiable quantity.
The treatment of corporate interest payments has been controversial in financial reporting as well as in taxation because there remains the unavoidable question: To whom is the accounting made? 41 The traditional answer has been that accountants are to prepare reports from the shareholders' point of view. 42 Not surprisingly, net income under this view is defined as gross receipts minus operating expenses, taxes and interest expenses, since it is the remainder which is available either for distribution to the shareholders or for retention to increase their equity. This shareholder perspective has been regarded as controlling by the Accounting Principles Board of the American Institute of Certified Public Accountants, the body which authoritatively determined generally accepted accounting principles.
4 3 Adherents of this view typically support their choice on two grounds-that stockholders are the legal proprietors of the corporation and that the reports are actually directed to the stockholders. 44 For income tax purposes, however, neither of these reasons offered for adoption of the shareholder point of view is compelling. The analogy between stockholders and individual proprietors has already been rejected. And the corporate income tax return is definitely a report to the Treasury, not to the firm's own stockholders.
On the other hand, another view has persisted among accountants over the years, the view that because debtholders and stockholders both provide corporate capital, a more meaningful concept of corpo-40. The leading exposition of the entity theory is W. PATON rate income measures the earnings of a business entity without regard to its plan of financing. 45 Payments for wages, supplies and capital equipment are regarded as costs, but interest payments, like dividends, are considered distributions of profits rather than expenses of producing income. The point of view for such accounting shifts from the shareholders to that of operating management 46 (if taxes are also considered a distribution) or to that of investors in the corporation generally (if taxes are considered an expense). 47 The objective of accounting becomes recording and reporting "the activities of the firm with respect to the utilization of the assets entrusted to it by all outsiders," 4 8
i.e., shareholders and debtholders in the case of a corporation. Often called the net operating definition of income, 49 this view carries the imprimatur of the American Accounting Association,° a group mainly composed of accounting academicians. Its proponents argue that since financial reports today provide information to a variety of groups, such as government, management, unions, and the public at large, the income concept can best be used for interfirm and interperiod comparisons if it is defined independently of a corporation's financial structure. 5 1 There is nothing inevitable, then, about the shareholder viewpoint. In the absence of some other reason to distinguish among corporations on the basis of their capital structure, the accounting definition of income-the nontax concept most closely corresponding to the statutory definition of corporate taxable income-provides no mandate for deduction of corporate interest payments.
Corporate Income as Product
Edwin Seligman, the early champion of an income tax, favored a corporate income tax base which included interest payments; at the same time, he thought interest should be deducted in measuring the net income of individuals. The concept of product-the output or yield of productive assets or activities-provides the basis for his definition 45 of income. 5 2 "[I]ncome as a personal category" 5 3 requires the reduction of the net product by interest on a debt contracted to secure that product. Personal income is thus defined as "that which comes in to an individual above all necessary expenses of acquisition, and which is available for his own consumption." 5 4 On the other hand, Seligman defines corporate net income as "total annual revenue from all sources minus all actual expenditures except interest and taxes." 55 Measurement of corporate income does not require the additional reduction since corporations are capable of only productive, not consumptive, activities. 5 6 No deduction is to be permitted for corporate interest because debt and equity capital together represent the real assets of the corporation, its "earning capacity."T Seligman thus seems to suggest that corporate income can be defined as the earnings of corporate assets. This tax base would not correspond precisely with either a concept of income as increment in value (for not all increases in the values of assets would be taken into account) or with accounting income (unless the realization conventions of accountancy were adopted in full). Like those concepts, however, the view of corporate income as product provides no basis for interest deductibility since the value of the earnings of a corporation's assets is the same whether the assets are financed by the issuance of debt or equity instruments. s None of these concepts of corporate income 9 provides a mandate for retaining the interest deduction; the discussion therefore turns to an examination of rationales commonly advanced for the corporate tax to see if the definitions of the corporate entity 52. E. SELIGMAN, THE INCOME TAx 12-13 (1914 57. E. SELIGMAN, supra note 54, at 246. Similarly, if a tax were levied on propertythe forerunner of product as the tax base-rather than income, an individual's net worth (assets minus liabilities) would be the appropriate measure, while a corporation's property would be measured either by its assets or by the sum of its equity and debt. E. SELIGMAN Economists often observe that a corporation, unlike a natural person, has no taxpaying ability of its own, so that whatever tax is levied on a corporation in the first instance must ultimately be borne by natural persons. 60 Therefore some think that considerations of equity justify a corporate income tax only to the extent necessary to reach the year's undistributed corporate earnings-earnings which would otherwise escape taxation under the realization criterion of the personal income tax. 61 Accepting this position means adopting, for tax purposes, the fourth conception of the corporate entity, what remains after payments to all participants in the enterprise. That conception itself mandates like treatment of interest and dividend payments, here permitting both to be deducted in full.
But replacement of the current corporate income tax with a tax on undistributed earnings is extremely unlikely. 62 Those who adhere to this rationale for taxation of corporations have therefore argued for a second-best solution, integrating the corporate and personal income taxes to minimize double taxation of corporate earnings. 6 3 A number of suggestions have been made toward that end, three of which are relevant for the purposes of this discussion: 4 provision for a credit [CANADIAN] COMM'N ON TAXATION, supra note 60, at 4-5.
62. See p. 1609 infra. 63. To the extent that one accepts the argument that the corporate income tax is passed on to consumers (in the form of higher prices) or to workers (in the form of lower wages), the problem of overtaxation of shareholders disappears. See R. GOODE, supra note 12, at 44-72. The possibility remains that shareholders' income may be undertaxed relative to other kinds of income. For recent discussion of the incidence of the corporate tax, see note 138 infra.
64. In order to achieve some integration, an individual taxpayer was permitted an exclusion of $50 of dividends from gross income as well as a tax credit for 4 percent of the remainder of dividends received when the 1954 Code was enacted. Int. Rev. Code of 1954, ch. 1, § § 34, 116, 68A Stat. 13, 37. The exclusion was increased to .$100 and the credit repealed in 1964. Revenue Act of 1964, Pub. L. No. 88-272, § 201, 78 Stat. 31-32, Before 1936, integrated rates and a dividend exclusion were used to keep varying amounts of corporate earnings from being subject to both the corporate tax and the against shareholder taxes for corporate tax payments, 65 provision for a credit against shareholder taxes for a percentage of dividends received,0 6 and exclusion of dividends from shareholder income. 67 Given the taxation of returns to equity capital at the corporate level, these proposals modify the taxation of shareholders so that, in general, income reached by the corporate tax is not also taxed at the shareholder level. 0 8 Each of these second best alternatives would establish a corporate tax system which accords with the rationale under discussion and which maintains the deductibility of interest at the corporate level. This tempts one to conclude that conceiving of the corporate income tax as an adjunct to the personal income tax necessarily implies the deductibility of corporate interest, even if dividends are nondeductible. The temptation should be resisted, however, for the "adjunct" rationale is equally served by several other schemes, as long as interest and dividends are treated alike. For example, the corporation could be denied deductions for both interest and dividends paid, while shareholders and debtholders receive a credit against their own tax liabilities for tax payments made by the corporation on their behalf. While this plan would require debtholders as well as shareholders to compute their share of taxes paid by the corporation on corporate earnings, it would have whatever advantages follow from treating debt and equity identically at the corporate level. 9 Similarly, debtholders could receive an exclusion or tax credit against their personal taxes for a percentage of the interest paid them by the corporation. Thus the practical second-best solutions offered to implement the view of the corporate income tax as an adjunct to personal income, solutions which are based on the assumption that dividend payments are not deductible, provide no guidance for solution of the problem at hand. As long as interest and dividend payments are not included in both corporate taxable income and the taxable income of security holders, the solutions are neutral with regard to which of these taxable units is to be allowed the deduction, exclusion, or credit.
Other Rationales
A separate tax on corporate income is sometimes considered appropriate because of the privileges and benefits granted corporations by the state, such as perpetual life, limited liability for investors, and marketability of shares.7 0 Under this view, the corporate income tax is an impersonal tax on doing business in the corporate form. 7 ' The benefit rationale has been subjected to considerable criticism. 2 But if it is accepted in spite of its defects, corporate income should be presumably defined to include returns to whoever benefits from the corporate form. Shareholders benefit since the return on their investment is possible only in the corporate context. Yet the same can be said for investors in many corporate securities, such as bonds, which pay a fixed return. Indeed, the amassing of capital and the development of certain enterprises made possible by the corporate form may also be of very great benefit to managers, employees, and suppliers.
Unless there were some way to distinguish among beneficiaries of the corporate form, the benefit rationale for taxation would therefore imply that a more expansive view of the corporate entity is required for tax purposes; it suggests defining the corporation as the aggregation of all participants in the productive enterprise and thus taxing returns that accrue to all of them. 73 Rather than mandating maintenance of the interest deduction, such a definition implies that neither interest nor dividend payments should be deductible. 72. Criticism has centered on isolating the precise benefits and assessing their relationship to taxpaying ability. The benefits may be those accruing to business generally, such as governmental policies favoring expansion, id. at 537. If this is so, however, why limit the tax to corporations, particularly if the result is an inefficient allocation of resources between the corporate and noncorporate sectors? R. MUSGRAVE, supra note 60, at 177-78. If only corporate benefits are considered, the nexus between the special advantage conferred on corporations and taxpaying ability has been considered dubious on the theory that the availability of these legal privileges to all for the asking should reduce their monetary value to zero under free competition. Groves PROC. 111, 112 (1947) . Finally, concession of the legitimacy of a special tax on corporations does not explain why the tax should be levied on net income as opposed to gross receipts, sales, or some other base. Nat'l Tax Ass'n Rep., supra note 71, at 565-68.
73. That conception has, of course, never been reflected in the statutory income tax base.
Sometimes the separate tax on corporate income is defended as a great revenue producer, necessary to the maintenance of the modern public treasury. 7 4 If that is the only rationale for the levy, there is considerable reason to deny all deductions, including those for payments for corporate capital, since the tax base would consequently be expanded and the revenue yield increased. Although revenue production can hardly be used as the sole, or even primary, guide to tax policy, that rationale provides no mandate for excluding debtholders from the corporate family.
A fourth argument for a separate tax on corporations has been located in the alleged need for control of corporate power 7 5 or of "persistent monopoly elements in corporate profits." 7 The superiority of the tax mechanism over direct regulation in ending whatever abuses are alleged is surely open to question, 77 but even if those doubts were resolved in favor of the tax system, adoption of this rationale fails to provide a clear choice as to the appropriate composition of the taxable entity. If it is the amassing of capital which makes possible the undesirable aggregation of corporate power, payments for capital in whatever form provided should presumably be included in the tax base. Alternatively, if the tax were designed to reach only rents as economists define that term, here, the "difference between a firm's total revenues and its total costs," a deduction should be permitted for all costs, including the cost of capital, whether debt or equity. 78 Without a clear conception of the social evil which supposedly inheres in the corporate form, this rationale thus fails to imply a definite choice regarding deductibility of payments for corporate capital. Neither of the alternatives suggested, moreover, offers support for differential treatment of interest and dividend payments.
In spite of the discriminatory effects often attributed to the corporate income tax, 79 a number of economists have suggested that the tax might be justified by its economic effects. It has been argued that corporate income taxation is entirely compatible with the goals of fiscal policy, 0 though that rationale suggests no basis for limiting the tax- able entity to shareholders' equity. The tax has also been embraced as one of the built-in stabilizers of fiscal policy, helping to avert serious economic downturns and dangerous booms. 8 ' As deductions for business expenses and interest restrict the corporate tax base to returns above fixed charges, deductibility may promote stabilization since the remaining tax base is likely to be more responsive to changes in business conditions than returns to assets in general. Even assuming its effect is thus leveraged, however, the absolute impact of the corporate income tax on stabilization may not be great. 8 2 Unless that impact were significant, the case for the tax as a compensatory mechanism would not outweigh other arguments against the interest deduction. 3
Policy Conclusions and Summary
The policies said to underlie federal income taxation of corporations fail to explain why interest is deductible in full from the corporate income tax. The adjunct to personal income taxation rationale comes closest. It provides a clear conceptual mandate, that only undistributed yearly earnings be taxed to corporations. Once that alternative is rejected as inconsistent with the present statute and unlikely to be realized in legislation, the second-best plans are neutral regarding choice of the taxable unit that may deduct or exclude payments for corporate capital. Viewing the corporate income tax purely as a benefit tax or as a revenue producer leads to the conclusion that payments for both debt and equity capital should be included in the corporate tax base. 84. There are several other rationales for the corporate income tax which should be noted, although they are more problematic than those discussed in the text. With regard to public corporations, it has been argued that the tax can be justified on the basis of a "partnership principle": The government is seen as a sort of silent nonvoting partner which shares in the profits and, to some extent, the losses of the enterprise. CoIm, The Corporation and the Corporate Income Tax irn the American Economy, 44 AM. ECON. REV. 486, 495 (Supp. 1954) . If the government's share can be viewed as a distribution of profits rather than as a cost, presumably the same is true of the share which goes to debtholders.
A variety of arguments have been made that corporations possess taxable capacity quite apart from that of individuals. While these assertions are typically worked out only imperfectly, none appears to mandate the interest deduction.
(1) The ability to pay taxes has been said to inhere in the productive activity of business organizations, just as it does in the consumptive ability of individuals. The Corporate Interest Deduction: A Policy Evaluation justifications for the tax itself and either fail to mandate clearly the appropriate definition of the corporate entity for taxation or suggest conceptions that would not distinguish the treatment of payments for debt and equity capital. Given the inclusion of shareholders in the corporate family, they thus provide no explanation for the different treatment accorded debtholders.
III. The Case for Repeal of the Corporate Interest Deduction
A. The Case for Equivalent Treatment of Debt and Equity
Judicial decisions have developed innumerable guidelines for implementation of the statutory distinction between debt and equity. 5 At the extremes there is wide agreement on the definitions: the "classic debt is an unqualified obligation to pay a sum certain at a reasonably close fixed maturity date along with a fixed percentage in prior governmental claim for its share of the return to assets prevents assertion of inability to pay taxes by a high debt firm on the grounds that all returns had been paid to debtholders. This rationale more logically supports a tax based on the rate of return to assets, Buehler, Ability to Pay, I TAX L. REv. 243, 255 (1946 195 (1969) .
(2) Large corporations have been said to possess a "higher capacity to pay taxes than small firms" because they (i) can average taxable income over a period of years, (ii) are better able to obtain capital from capital markets (and are therefore less dependent on reinvestment), and (iii) call for managerial investment decisions more likely to involve factors other than prospects of earnings from new ventures. Musgrave, supra note 72, at 115-16. If this rationale is used to tax at least some corporations, differential tax treatment should turn on the size of the firm, not its plan of financing.
(3) It has been suggested that the tax is justified on the ground that the corporation is a personality, not just in the eyes of the law, but that it is a real entity capable of paying taxes. R. GOODE, supra note 12, at 25; Adams, Fundamental Problems of Federal Income Taxation, 35 Q.J. EcoN. 527, 543 (1921) . See also Studenski, Toward a Theory of Business Taxation, 48 J. POL. EcoN. 621, 633 (1940) . Embracing this rationale requires considerable faith in personification, but even true believers must concede that there are differences between corporate and natural persons which might justify differential tax treatment. Thus the rationale would call for a corporate interest deduction only if the reasons for permitting such deduction by individuals also applied to corporations, an application rejected at pp. 1589-90 supra.
The argument has been advanced that the corporate income tax should be retained because it is an old tax and the burdens and benefits of an old tax will have been adequately capitalized by the market. R. GOODE, supra note 12, at 204-05; Discussion, 40 NAT'L TAX Ass'N CONF. PROC. 120-21 (1947) . This argument implicitly opposes any change in the tax structure whatsoever and must be rejected if discussion of reform is to be meaningful. The legitimate equity concern which underlies the argument can be met by the development of adequate transitional rules for any proposed change. See p. 1618 infra.
Finally, the corporate income tax has been thought to provide economic policymakers with additional tools for stabilization, such as the investment tax credit. Break, supra note 65, at 40. Elimination of the interest deduction would not seem to preclude the manipulation of the corporate tax base for such policy purposes.
85. interest payable regardless of the debtor's income or lack thereof." 80 Common stock with voting rights is the classic example of equity. The essential difference between debt and equity is usually said to be whether the funds are put at the risk of the business, with the equity investor foregoing a fixed return and insolvency priority in exchange for the residual interest and a greater degree of control over management.
1 7 From these conceptions come a number of formal attributes which are said to pertain to one category or the other. 8 That these differences disappear as the categories converge is well known: Subordinated debt is treated as equity by most institutional investors and other senior creditors; 9 income bonds with a distant maturity date are difficult to distinguish from preferred stock, especially if dividends are mandatory when earnings exist. 90 Equally familiar is the observation that differences in the terms of debt and equity investment contracts are less observed in practice than in theory. Management tends to view preferred stock much as it would bonds, paying the full dividend regularly as a matter of policy, 91 while traditional creditors' rights on insolvency were long ago eroded by the development of reorganization remedies under federal bankruptcy law. 92 Moreover, even where clear contractual differences do exist, debt and equity serve the same economic function for the corporation in that both provide financial capital, albeit at different costs depending on the terms of the investment contracts and the prevailing conditions in the relevant capital markets. 93 Today, investors and managers alike regard at least bonded indebtedness as a permanent part of corporate capital structure, not as a mere temporary borrowing. 9 4 The job of the corporate financial manager is to use the alternatives of debt and equity in such a way as to minimize the cost of the firm's capital. 95. There is considerable dispute among financial theorists over whether the cost of corporate capital can actually be lowered by altering the debt-equity mix as conventional analysis suggests. The classic article, Modigliani & Miller, The Cost of Capital, Cor- From the investor's point of view, debt and equity are also alternative means of providing corporate capital, with differences in risk, priority, maximum yield, and control determining the order of claims on future earnings of that capital. 906 This identity of the function of debt and equity instruments forms the core of the case for equivalent treatment of interest and dividend payments. Since "interest and dividends both represent divisions of the net earnings on invested capital," 97 disparate tax treatment results in an arbitrary differentiation of corporate income. 9 Whatever contractual differences there are between debt and equity instruments, they are not decisive in defining the concept of corporate income, and they do not refute the argument for equivalent tax treatment of interest and dividend payments. 99 A second argument for equivalent treatment of debt and equity arises from the litigation imbroglio generated by treating them differently. The fears that influenced Congress before 1918 were wellfounded. 1 0 When the nontax consequences are slight, as in closely held enterprises, corporations and their investors have a powerful incentive to characterize an investment contract as debt in order to avoid taxation of corporate receipts at both the corporate and the investor levels. The resulting tidal wave of litigation has produced only confusion and a torrent of contradictory commentary.' 0 ' The Supreme Court has refused to face the issue in a quarter century, CORPORATION Fi-NANCE 124-28 (1971) . For arguments attacking this proposition, see J. VAN HORNE, Financial Management and Policy 159-61 (1968 tary has yet to exercise. Elimination of the debt-equity distinction would be the most efficacious method of eliminating the litigation imbroglio created by the as yet unrepealed temporary legislation of 1918.
A third argument for eliminating the distinction arises from the possible presence of tax incentives for debt financing under the current tax structure. While the litigation imbroglio has been largely limited to close corporations, 10 4 both large and small corporations are said to benefit from the tax treatment of debt, the former because their aftertax cost of nonshareholder capital is reduced, and the latter (which may have only limited access to outside financing) because the double taxation of corporate returns is eliminated pro tanto by designating part of the shareholders' interest as debt1°5 The lower net cost of corporate capital brought about by the deductibility of interest payments has thus been thought to bias capital structures in favor of debt, 10 6 supposedly resulting in an inefficient unneutrality in the tax struc- to default and bankruptcy or reorganization when income fluctuates than will a structure with small fixed charges. Second, even if actual insolvency is avoided, the cure has been said to encourage socially undesirable activities such as speculation,'" 8 undermaintenance of corporate properties, and reduction of wages or employment. 0 9 As a result, experts in corporate financial policy have, since the 1930's, commended the efforts of state and federal regulatory bodies to reduce. fixed charges to income and, at the same time, criticized tax incentives for debt. 10 Although the nexus between the deductibility of interest from the federal corporate income tax and the encouragement of debt financing at first appears clear in theory, it has been somewhat difficult to establish as a matter of empirical fact. Among lawyers advising closely held corporations, it is apparently common knowledge that debt is substituted for stock largely for tax reasons."' The effect of the tax differential on public corporations and the aggregate effect on corporate financing, on the other hand, have been more problematic. While corporate tax rates have risen substantially since the 1920's, and while there has been an increase in the ratio of corporate debt to equity in recent years, empirical studies have failed to reveal any significant effect of the tax system on debt financing.
1 2 One such study found in examining individual cases, some influence of tax factors on corporate financial structure, particularly in the substitution of debt for preferred stock. But it concluded that the statistical evidence makes it difficult to justify elimination of interest deductibility solely on the PROGRESS 31-35 (1946) . 110. B. BinrKRE & J. EusriTc, supra note 9, at § 4.01. The possibility that the national economy could benefit from increased debt financing has not received a corresponding treatment. Id. In addition, the corporate interest deduction has been criticized in recent years as an inducement to corporate acquisitions. basis of its discriminatory effects.'" 3 Although the primacy of tax considerations can thus be identified in particular cases, 1 4 students of finance have been unwilling to single out tax treatment as the cause of whatever increase in debt has been observed in general.ln Indeed, reexamination of the theoretical approaches to the problem produces models that regard the effect as having differing degrees of significance." 6 In short, the effect that tax incentives have on debt financing is verified in certain specific cases, debated in the aggregate, and either straightforward or attenuated in theory depending on which model one chooses. To the extent that it is considered significant, the tax incentive for debt financing argues for elimination of the differential treatment of debt and equity."1 116. On the one hand, it has been asserted that focusing on the incremental (as opposed to average) cost of corporate capital over a substantial period leads to the conclusion that corporations do indeed expand their debt in accordance with the tax incentive to do so. Tambini, supra note 58, at 215. On the other hand, economic models have been developed to indicate that when the preferential treatment of capital gains is taken into account, the combined effect of tax provisions further limits the cases in which the net tax incentive for debt is significant. While the corporate interest deduction may lead lower bracket shareholders to prefer a high corporate debt policy, the potential for deferral and the lower effective rate on capital gains may induce high bracket shareholders to prefer a low corporate debt policy. Sd. 458 (1972) .
H. GROVES, POSTWAR TAXATION AND ECONOMIC
117. To the extent that the interest deduction currently encourages debt financing, repeal would presumably induce a shift to equity financing: neutrality at the corporate level, coupled with capital gains treatment of equity at the shareholder level, could have this effect. Equity financing would not involve financial dangers comparable to those inherent in too much debt. The effect of denying the interest deduction on corporate investment decisions is another matter. See pp. 1615-17 infra.
B. The Case for Repeal of the Interest Deduction
The case for the equivalent treatment of debt and equity ultimately becomes a case for repeal of the deduction. The alternative solution, granting a deduction for dividend payments, is simply too remote to merit serious consideration. Enactment of such a deduction would mean that the corporate income tax would reach only the annual undistributed earnings of the corporation; the legislative history of revenue acts, the response of the business community to such a tax, and the large revenues produced by the present tax make such a change highly unlikely. Although this conception of the corporate income tax was partially implemented during the Roosevelt administration, 1 " 8 repeal quickly followed. 1 9 Corporate managers had experienced intense shareholder pressure to distribute earnings currently in order to reduce corporate tax payments, and this development was said to threaten economic growth. 120 An alternative explanation is available for the business community's opposition to a tax on undistributed earnings: Management generally desires to avoid capital markets when internal funds are available for investment,' 2 ' and the pressure to distribute earnings if dividends were deductible would probably lead to increased reliance on capital markets for new funds. Finally, the great revenue productivity of the current levy makes congressional enactment of a dividend deduction for corporations an unrealistic expectation for tax reformers.1 2 2 Accordingly, this article now turns to an examination of the potentially adverse effects that repeal of the interest deduction might bring. A final argument for repealing the interest deduction should be noted. Because interest charges are deductible from the corporate income tax, the impact of interest rates which are increased to achieve the goals of monetary policy may be weakened, A. BuRNs, PROSPERrY WITHOUT INFLATION 46-47, 53 (1957) , though there is disagreement among economists as to whether the interest deduction actually interferes with monetary policy. See Miller, supra note 98, at 432-35.
IV. Effects of Repeal of the Interest Deduction
A. Alternatives to Debt
Inclusion of interest payments in the corporate income tax base is sometimes opposed on the ground that such treatment might simply shift the focus of tax minimization by encouraging alternatives to long-term indebtedness, such as leasing and short-term borrowing.
3
Put differently, if the concept of corporate income mandates the deductibility of operating, but not financial, charges, the former will be substituted for the latter. The short answer to this objection is that payments for the use of financial capital, which are disguised as payments for real goods or services, should be treated as are undisguised payments for the use of financial capital.
Leases
The advantages of leasing rather than purchasing assets under current accounting and tax rules have been extensively analyzed 24 and need not be reviewed here except to indicate how leases should be treated if the corporate interest deduction were repealed. The purchase of a depreciable asset, with funds advanced by either debtholders or shareholders, would, after the repeal, give the purchaser a deduction for depreciation of the asset's cost and an investment tax credit if the asset qualified, but no deduction for use of the debt or equity capital. If instead of purchasing an asset the corporation entered into an arrangement such that it paid "rent" over the asset's lifetime, characterization of the transaction as a lease would permit the corporation to exchange the tax advantages of ownership (the depreciation deduction and investment tax credit) for a rent deduction which would include two components: the equivalent of principal payments for the asset and the equivalent of interest payments on indebtedness incurred to purchase the asset. Substitution of the first component of the rent deduction for ownership tax consequences would result in a tax advantage for the lessee if (a) the asset were nondepreciable, (b) depreciation were allowable at a slower rate than the principal were amortized, or (c) the tax advantages of ownership were worth more to the lessor than the lessee, with the latter benefiting through a reduced rental rate.
These advantages of leasing do not depend on interest deductibility and already require a distinction between "leases" and "purchases" under the Code. 12 5 Elimination of the interest deduction, and the corresponding creation of a tax advantage in the substitution of the second component of the rent deduction for interest, would not therefore create a new conceptual problem for the tax system. Determination that a lease transaction was actually a "purchase" would mean, under the principles developed in this article, that the lessee-owner could deduct depreciation and could use the tax credit for qualified assets, but could not deduct the interest implicit in the rental-purchase payments.
Even if a lease is not a disguised purchase, it might be argued that part of the rental is a substitute for interest. 2 0 Suppose an asset with an expected lifetime of 30 years is rented for a 20-year term. Assuming the life expectancy of the asset is sufficiently long relative to the term of the lease (and the rental sufficiently low relative to the asset's fair market value) to preclude treating the lease as a purchase, should rental payments be deductible if interest payments are not? Unless some adjustment were made in the rental deduction, corporate debtors might rent real assets from would-be lenders instead of borrowing their money to purchase such assets. Alternatively, corporate lessors might actually be debtors making interest payments over the course of the rental period in the form of rental services, the value of which exceeds that of rent received at the beginning of the period. But conceding that rental payments or services, even in the case of a true lease, may be partial substitutes for interest does not require the conclusion that all rent or all costs should be included in the corporate tax base if all interest is. Instead, only that portion of the rent or costs which functions as interest should be denied deductibility. 126. See R. GOODE, supra note 12, at 179-80. 127. The disparity that exists in the tax treatment of the purchaser and the lessor may seem unwarranted by the practical differences in the transactions: A person who "rents" an asset for its total useful life may be denied any rent deductions be. cause the transaction is seen as a disguised purchase; a person renting the same asset for a few years less than its useful life may receive deductions for all or most Identification of that portion will be easier if four cases are considered: (1) payment of rent for the use of a building or machinery as the asset is used, without a commitment to purchase more of such services over time; (2) a contractual commitment in period one to purchase goods or services in period two with payment in period one or two; (3) agreement at the beginning of a period of time to rent an asset for the period, but with payment in a lump sum at the beginning of the period; (4) purchase of rental services to be provided over time as in (3), but with payment also spread over the contract period.
In the first case, payments are made as the services are provided without a contractual commitment for the purchaser to continue buying, or the seller to continue providing, use of the rented asset. Thus the buyer purchases (and the seller sells) only real services, with neither paying anything for time preference or the risk of nonperformance. Similarly, payment in period two in case (2) would involve no interest payment from the buyer to the seller since the goods and the payment would be simultaneously exchanged. On the other hand, payment in period one in case (2) would imply an interest payment by the seller to the buyer since the price to the buyer in period one would be discounted to its then present value. The seller would, in effect, borrow cash from the buyer and would repay the loan with goods or services which are worth more than the principal amount. The excess over the principal amount of the loan is the equivalent of interest.
In the third case, a lessee might pay a single lump sum in year one for the right to use an asset for the next twenty years. Likewise, a corporation could pay a single lump sum for telephone or labor services to be provided over several years. Such a lump sum is the total of a series of present payments for future services, with each such payment equivalent to the individual prepayment discussed in case (2). Therefore, the lessee makes no payment for either time preference or to compensate the lessor for the risk it might not be paid in case (3). Rather, the prepaid lessor is, as in case (2), paying interest to the lessee over the term of the lease. It is as though the lessee had bought a of his payments because the transaction would be regarded as a true lease. See p. 1613 infra. This disparity follows from the conceptual discontinuity between renting and owning an asset: Both the Internal Revenue Code and conventional accounting practices require that a particular transaction be made to fit one category or the other; there is no intermediate concept. Zeitlin, supra note 124, , suggests that an intermediate tax concept is needed. He finds that the closest formulation is the accounting rule that certain borderline transactions may be treated as leases rather than purchases, but that their existence must be disclosed in a footnote to the financial statement. However, Zeitlin acknowledges that this formulation is not really useful for tax purposes.
single premium term annuity from the lessor, who makes the annuity payments in the form of services rather than cash. Accordingly, none of the lessee's payments should be denied deductibility, while some component of the lessor's costs should be disallowed as interest if the lessor is a corporation.
In case (4), a corporate lessee also purchases the right to use an asset for a period of time, but pays for that right over the course of the period. From an investor's point of view it might be desirable to capitalize the series of future expenditures as a liability on the lessee's balance sheet, rather than adopt the more usual treatment of annual charges to income. 128 For tax purposes, however, only the interest imputed as a part of this obligation should theoretically be disallowed. Since the term of the lease can be made the same as that in the lump sum payment case, the lessee can be assumed to bear the same risk of price fluctuations as in case (3), but its aggregate payments will necessarily be larger because of the deferral of rent and the risk of its default. That difference is not, however, equivalent to interest if the analysis above of case (2) is accepted. The annual payments by the lessee are simply a series of individual payments for services which are all contractually committed in advance. The difference between cases (3) and (4) arises not because the lessee borrows from the lessor in case (4), but because the lessor borrows from the lessee in case (3). Accordingly, the lessee should be permitted a full deduction for rental payments in case (4) unless those payments are deferred beyond the time at which the rented asset is used.
128. Cary, supra note 124, at 12 n.28. The accounting treatment of leases is still a matter of controversy. Until very recently, generally accepted accounting principles required disclosure of material leases which involved "the right to use property and a related obligation to pay specific rents over a definite future period" and recordation as purchases of leases which were "clearly in substance installment purchases of property."
To recapitulate, leases which are actually purchases under existing rules would be treated as are undisguised purchases. Other leases may involve imputed interest for either the lessor (if a lump sum rental is received at the beginning of the lease term) or the lessee (if rental payments are deferred beyond receipt of rental services). The logic of this article would deny deductibility of only such imputed interest for corporations, not all rental payments. That result is not without precedent in the Code, 129 and should be modified only when the administrative costs of imputation are greater than the gains.
Short-Term Loans and Deferrals
The analysis of the last section fails to consider the length of time a payment must be deferred before a portion can be considered interest. Disallowance of deductions for interest or long-term corporate indebtedness has been opposed because it would provide an incentive to shift financing to short-term debts which, though subject to renewal, should presumably be treated as operating charges.' 30 The same reasoning would apply to short-term deferrals which are not loans in form.
Yet if interest on long-term notes is to be denied deductibility, there is no logical basis on which to distinguish interest on shorter term notes or deferrals. Indeed, it is not altogether outrageous to characterize suppliers, who extend trade credit for 30 to 90 days, as providing corporate capital in exchange for an explicit or implicit financing charge.' 31 Similarly, employees who defer salary payments until after the end of a working period are, in effect, involuntary creditors of the corporation.
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In theory, the interest component which is implicit in such shortterm deferrals should not be deductible by a corporation, though isolation of such interest may not be worth the cost in many such cases. Perhaps a flat rule permitting deferral for a very limited period could be adopted, though the period should not be so long as to make attractive the creation of revolving credit arrangements as a substitute for longer commitments of capital. In any event, the theoretically 129. INT. REV. CODE OF 1954, § 163(b) imputes an interest charge in certain installment purchases of personal property or educational services. Section 483 provides that where no interest is stated in a deferred payment contract for the sale or exchange of property (or where the interest stated is substantially below the market rate) part of each payment must be treated as interest for tax purposes. Rev. Rul. 69-188, 1969-1 Cums. BULL. 54 held a "loan processing fee," sometimes referred to as "points," deductible as interest. 
B. Economic Efficiency
Allocation of Corporate Investment
As noted in the discussion of tax incentives for debt financing, the deductibility of corporate interest is widely regarded as affecting corporate decisions on how to finance corporate investments. 33 Moreover, the proposition that the interest deduction lowers capital costs has led to the conclusion that the interest deduction also affects corporate investment decisions.1 3 4 Projects which are profitable when the cost of debt may be deducted from a corporation's taxable income might not be profitable if tax costs were increased by the inclusion of interest charges in the corporate tax base. Accordingly, it has been argued that disallowing the interest deduction would lead to a reduction in the amount of corporate investment, 13 perhaps inducing the substitution of labor for capital inputs.' 3 6 This asserted reduction assumes the corporate income tax is not shifted forward to consumers or backward to workers, 37 although the actual incidence of the tax is widely disputed among economists. 138 More importantly, if the corporate income tax does fall on corporate capital,1 39 it is not clear that the net effect of including interest in the tax base would be to discourage investment below the pretax level when other aspects of the corporate tax structure, such as accelerated depreciation and the investment tax credit, are considered. A pioneering analysis of corporate taxation and investment incentives concluded that interest deductibility coupled with one-year depreciation for debtfinanced assets would raise investment incentives above their pretax level; 140 it does not necessarily follow that elimination of the deduction would discourage investment below the pretax level. Even if corporate investment would be reduced by including interest payments in the tax base, that result derives from the decision to levy a tax on corporate income in the first instance. Unless there were some reason to discriminate in favor of debt financing, 14 1 whatever reduction in investment were thought undesirable could best be remedied by lowering the tax rate applicable to corporations.
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A more sophisticated version of the argument that repeal of the corporate interest deduction will distort the allocation of corporate investment is implicit in an economic model developed recently by Stiglitz.' 43 Accepting the proposition that in the absence of taxation the debt-equity mix has no effect on a firm's decisions as to projects in which it should invest, 144 Stiglitz explores the possibility that taxinduced changes in financial structure also have no effect on these corporate investment decisions. He concludes that where bankruptcy is not a contraint, the corporate tax advantages which accrue from interest deductibility are offset by shareholder tax advantages, especially the possibility of deferring realization, which are peculiar to equity. Thus, a corporation's financial structure may be affected by the joint product of corporate and shareholder tax effects, but its optimal investment decision is unaffected by the present tax structure. When bankruptcy is introduced as a constraint, optimal decisions for a high debt firm in a world with corporate taxes differ from those which are optimal in a nontax world, but Stiglitz concludes that the distortion is not significant.
If the corporate interest deduction is necessary to maintain economic efficiency given the possibility of shareholder deferral of taxa-tion on returns to equity, Stiglitz's analysis implies that elimination of the interest deduction might lead to inefficiency. The assumptions of his model-especially the postulates that losses can be completely offset under the tax and that depreciation allowances are equal to true economic depreciation 14--make this implication subject to some of the objections raised against the less sophisticated version of the inefficiency argument rejected above. If, on the other hand, the Stiglitz model is accepted as a close enough approximation of reality for policy purposes, the elimination of interest deductibility would have to be accompanied by one of two corollaries in order to avoid inefficiency. One would require that equity gains be taxed as they accrue rather than as they are realized; this procedure would tax gains to equity-holders in the same way that interest is taxed to debtholders. This alternative has been suggested several times as a general tax reform, 46 but has never been enacted. The second corollary would require that interest be taxed to bondholders as equity gains are to shareholders. Since Stiglitz's model depends for its efficiency results on the ability of shareholders to defer taxation of capital gains on equity, and not on the availability of a preferential tax rate, nonrecognition of interest received might be extended to bondholders who reinvest the interest in comparable bonds of the same corporation. Such a provision has several analogues in the current Code. 47 Thus, objections based on the Stiglitz model, which attempts to account for both personal and corporate tax provisions, could be overcome by providing for the nonrecognition of reinvested interest payments or the taxation of unrealized gains on corporate stock.
Discrimination Against Incorporation
It has also been suggested that denial of interest deductibility for corporations alone would result in discrimination in favor of unincorporated businesses, 148 presumably creating a disincentive to incor- porate. That a separate tax on corporate income, but not on the income of unincorporated businesses, discriminates against incorporation should surprise no one. If such discrimination is unwarranted, appropriate responses include broadening the tax base to business income generally 149 or repeal of the separate corporate income tax. If a separate tax is to be levied solely on corporate income nonetheless, discrimination against incorporation would be minimized by an acrossthe-board reduction of the corporate tax rate, not by introduction of an additional discrimination against equity.
C. Effect on Financial Stability
Finally, immediate elimination of the deduction for corporate interest payments has been opposed because marginal firms might be plunged into bankruptcy and previously successful firms transformed into marginal ones.5 0 Prospective elimination has also been considered objectionable because it might discriminate against new businesses. 15 1 The shock of withdrawing the interest deduction from corporate taxation and any potential discrimination could, of course, be mitigated by gradually phasing out the deduction over a transitional period. Even with such transitional adjustments, however, elimination of the interest deduction is bound to have a differential impact on corporate taxpayers. That some corporations will be relatively better or worse off than under the existing provisions is to be expected from almost any change in the statute. Such changes in position should be regarded as undesirable only if existing tax differentials are deemed preferable-a view precluded in this case by the foregoing analysis. The legitimate claim of reliance on an admittedly imperfect statutory structure can be discharged by adequate transitional provisions.
Conclusion
Originally conceived as a temporary concession to the World War I excess profits tax, full deductibility for corporate interest payments, coupled with the nondeductibility of dividends, has since been a per-sistent problem of the federal tax on corporate income. The proprietorship differences between debt and equity on which differential treatment supposedly turns are dubious, and thus present no solution to the problem. The net income rationale for interest deductibility requires identification of a concept of corporate net income; when the available concepts, increment in value, accounting income, and the product of corporate assets, are examined, no corollary mandates the interest deduction. The rationales which are said to support the corporate income tax also provide little guidance as to the appropriate treatment of payments for corporate capital. Unless the current tax base were narrowed to undistributed earnings, the reasons given for taxing corporate income conclusively suggest only that such payments should be treated equivalently, in whatever form the capital is provided. The functional equivalence of debt and equity, the litigation imbroglio, and the tax incentives for debt (to the extent such incentives are significant) also argue for equivalent treatment of interest and dividends. Congress is extremely unlikely to enact a dividend deduction; such improbability transforms the argument for equivalent treatment into one for repeal of the interest deduction. Provision for adequate transitional rules, imputation of interest where administratively feasible, and similarity of realization treatment for shareholders and bondholders if required by considerations of economic efficiency could minimize any anticipated adverse effects of repeal while providing a more logical solution to the debt-equity dilemma.
